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TAX FORUM
ANNE D. SNODGRASS, CPA, Editor
Gifford-Hill & Company, Inc.
Dallas, Texas

MAXIMUM TAX ON EARNED INCOME
Prior to the Tax Reform Act of 1969, in
dividual income tax rates reached a maximum
of 70 percent for taxable income in excess of
$100,000 for single persons and $200,000 for
married persons filing joint returns. The 70
percent rate applied to all taxable income
other than net long term capital gains which
were subject to an alternative rate of 25 per
cent.
The Tax Reform Act of 1969 added Code
Section 1348 which limits the maximum mar
ginal rate on earned taxable income to 60
percent for taxable years beginning in 1971
and to 50 percent thereafter.
The new section was not adopted “as a tax
relief measure but to reduce the pressure for
the use of tax loopholes.”1 In recent years
many high bracket taxpayers have been sub
stantially reducing their income taxes through
use of tax shelters such as investments in oil
and gas properties, cattle, and real estate.
Often such activities would not be profitable
except for tax considerations. The Congress
intended that the maximum tax provision make
these speculative ventures less appealing to
high bracket taxpayers by narrowing the dif
ference between the maximum rate on earned
income and the maximum rate on capital
gains. It was hoped that this would have the
effect of directing taxpayers’ time and efforts
to their vocations rather than to tax devices
designed to avoid the progressivity of the tax
rate structure.
Taxpayers Affected

The provisions of Section 1348 apply to tax
payers with earned taxable income which
1H. Rep. 91-413 (Part I), 91st Cong., 1st Sess.
208 (1969)

would otherwise be taxed at a marginal rate
in excess of 50 percent (60 percent in 1971).
Thus, the Section can only be relevant to those
who will have earned taxable income in ex
cess of the following amounts.

Filing status
Unmarried individuals
Heads of household
Married—filing joint
return

1971
1972etseq.
$ 50,000
$38,000
70,000
38,000
100,000

52.000

The earned income rate limitation may not
be used by taxpayers electing income averag
ing or by married taxpayers filing separate re
turns.

Earned Income
To apply the maximum tax provisions, it is
first necessary to ascertain the meaning of the
term “earned income.” Section 1348 defines
earned income by reference to definitions pro
vided by Section 401(c)(2)(C) and Section
911(b).
Earned income, as defined in Section
401(c)(2)(C), includes gains (other than
capital gains) and net earnings derived from
the sale or other disposition of, the transfer
of any interest in, or the licensing of the use
of property (other than goodwill) by an in
dividual whose personal efforts created the
property. This definition, for example, permits
authors and inventors to treat royalties as
earned income.
The second and more important category
of earned income is that defined in Section
911(b) which includes wages, salaries, or pro
fessional fees and other amounts received as
compensation for personal services actually
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rendered. If a taxpayer is engaged in an un
incorporated trade or business where both
personal services and capital are material in
come-producing factors, his earned income is
a reasonable allowance (but not more than
30 percent of his share of the net profits) as
compensation for personal services rendered.
Specifically excluded from the definition of
earned income are certain distributions under
qualified plans. Thus, earned income does not
include: premature or excessive distributions
to owner-employees under self-employed re
tirement plans that are subject to penalties
under Section 72(m)(5), lump-sum distribu
tions from qualified pension or profit sharing
plans subject to the special five-year averaging
provisions of Section 72(n) or as capital gain
under Section 402(a) (2), or lump-sum distri
butions from qualified annuity plans taxable as
capital gains under Section 403(a) (2) (A).
The second specific exclusion from earned
income is any deferred compensation within
the meaning of Section 404. However, the de
ferred compensation exclusion does not apply
to any amount received before the end of the
taxable year following the year in which the
employee’s right to receive such amount is not
subject to a substantial risk of forfeiture (with
in the meaning of Section 83(c)(1)). Thus,
it appears that compensation received in the
form of restricted stock should qualify as
earned income since such stock is deemed to
have been received in the year in which the
substantial risk of forfeiture lapses.

Earned Net Income
Once the taxpayer’s earned income is de
termined, the next step is to determine his
“earned net income.” Section 1348(b)(2)
provides that earned net income is the tax
payer’s earned income reduced by the deduc
tions allowable under Section 62 (trade and
business expenses, reimbursed employee ex
penses, outside salesman’s expenses, moving
expenses, etc.) which are allocable to earned
income.

Earned income (salaries
and commissions)
Other taxable income
Outside salesman expenses
Itemized deductions and
exemptions

Earned Taxable Income
Finally, the taxpayer’s “earned taxable in
come” is arrived at as follows:

1. First, the taxpayer determines the por
tion of his taxable income that is earned
by multiplying the taxable income by
the ratio (not in excess of 100 percent)
of earned net income to adjusted gross
income.
2. Then he subtracts from such amount the
excess over $30,000 of the greater of
his “tax preferences” for the current year
or the average of his tax preferences for
the current year and the prior four years.
Computation of Tax
After earned taxable income has been de
termined, the taxpayer’s tax liability can be
computed. The tax under Section 1348 is de
termined in four steps:

1. First, the taxpayer computes the tax on
his earned taxable income falling in the
50 percent and lower brackets.
2. Secondly, he applies a flat rate of 50
percent on the portion of his earned
taxable income falling in the over 50
percent brackets.
3. Then he determines the excess of the
tax computed on his total taxable income
over the tax computed solely on his
earned taxable income, both computa
tions being made without regard to
Section 1348.
4. Finally, he adds the three segments of
tax computed under the preceding steps
to determine his tax liability for the year
under Section 1348.

The application of this computation is illus
trated in the following example:
For the calendar year 1972 H and W,
married individuals, file a joint return and do
not elect income averaging. Other pertinent
facts are as follows:
Adjusted
Gross
Income

Taxable
Income

Earned
Net
Income

$110,000
25,000
(10,000)

$110,000
25,000
(10,000)

$110,000
—
(10,000)

—
$125,000

(20,000)
$105,000

—
$100,000

Total of tax preferences
(none for prior years)

$ 35,000
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The “earned income” of H and W is
$110,000 consisting of their gross salaries and
commissions.
Their “earned net income” is $110,000 less
outside salesman expenses (Section 62 deduc
tion) of $10,000, or $100,000.
Their “earned taxable income” is arrived at
as follows:
Taxable income
$105,000
Ratio of earned net income
($100,000) to adjusted gross
income ($125,000)
x
80%
$ 84,000
Less tax preferences in excess
of $30,000
5,000
Earned taxable income
$ 79,000

“A job search is hard work and you should
be prepared to work much harder during this
period than normally. Every lead, every news
item, every ad, every bit of information has to
be followed up systematically.”
“Financial Executive,” March 1971

The tax for H and W is computed under
Section 1348 as shown below:
Tax on earned taxable income falling in the
50 percent and lower brackets ($52,000)
50 percent of earned taxable income
falling in the over 50 percent
brackets ($79,000 - $52,000 = $27,000)
Tax computed on total taxable
income ($105,000)
Tax computed on earned
taxable income ($79,000)

$18,060

13,500
$48,280

32,760

15,520
$47,080

The tax saved due to Section 1348 is $1,200 ($48,280 — $47,080).
as a proprietorship or as a partnership. The
30 percent limitation does not apply to salaries
received from a corporation. Thus, any amount
paid to employee-stockholders as salary will
qualify as earned income so long as it repre
sents a reasonable allowance as compensation
for personal services rendered and is not a
distribution of earnings or profits.
Such salaries, however, will undoubtedly be
subject to closer scrutiny by Internal Revenue
Service. Controversies concerning the reason
ableness of compensation are expected to in
crease as taxpayers endeavor to maximize the
amount of salaries that can be justified for
actual personal services rendered.
The total impact of this new code section,
the uncertainties relative to the application of
certain of its provisions, and the planning op
portunities available are beyond the scope of
this article.

Effect of Maximum Tax

The maximum tax may have a profound ef
fect upon taxpayers’ decisions concerning the
particular form in which they will do business.
For example, incorporation may no longer be
advantageous for many professional organiza
tions and other personal service businesses. The
maximum tax rate of 50 percent is just slightly
more than the 48 percent corporate rate; if
no corporation were used, retained earnings
would not be subject to additional taxes when
distributed.
On the other hand, incorporation may be
desirable for individuals engaged in a trade
or business where capital is a material factor
in the production of income. In this type of
business, the amount of net profit which may
be treated as earned income is limited to 30
percent of the net profit of a business operated
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